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TORONTO,  August  23,  1983;  Canadian  governments  have  had 
great  difficulty  picking  industrial  winners  and  even  greater 
difficulty  unloading  industrial  losers,  and  a  study  prepared 
for  the  Ontario  Economic  Council  suggests  that  in  future 
they  should  avoid  making  detailed  decisions  about  which 
firms,  technologies,  or  industries  are  most  likely  to 
succeed.  On  the  other  hand,  there  i s  a  role  for  government 
both  in  creating  a  favourable  investment  climate  in  which 
winners  can  emerge  on  their  own  and  in  easing  the  transition 
of  people  now  employed  in  the  "sunset"  industries. 

As  part  of  the  Ontario  Economic  Council's  Policy  Study 
Series,  McGill  University  economics  professor  William  G. 
Watson's  PRIMER  ON  THE  ECONOMICS  OF  INDUSTRIAL  POLICY  has 
been  written  with  the  layman  in  mind. 

Professor  Watson  says  his  goal  is  to  explain  why  "most 
economists  are  leery  of  industrial  policy,  especially  when 
it  entails  the  government's  trying  to  expand  some 
industries,  sectors,  or  production  techniques  at  the  expense 
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of  others”.  He  contends  that  "what  makes  them  skeptical  is 
their  belief  that  on  its  own  the  market  is  likely  to  arrive 
at  an  efficient  allocation  of  society’s  resources  to  various 
sectors  and  industries.  And  even  in  those  cases  where 
market  failure  blocks  an  optimal  allocation,  many  economists 
worry  that  government  failure  will  prevent  public  policy 
from  improving  matters  and  may  even  make  them  worse... Even 
when  the  market  fails  outright,  it  does  not  automatically 
follow  that  government  can  summon  the  skill,  imagination, 
and  information  to  do  better... To  paraphrase  Churchill  on 
democracy,  the  market  may  be  the  worst  mechanism  for 
allocating  resources,  except  for  all  the  rest." 

Professor  Watson  explains  that,  for  economists,  efficiency 
means  using  resources  where  they  are  demanded  most.  The 
virtue  of  the  market,  as  he  sees  it,  is  that  it  can  usually 
be  depended  on  to  accomplish  this.  This  is  "the  source  of 
the  skepticism  with  which  economists  customarily  greet 
assertions  that  an  economy's  industrial  structure  is 
inappropriate.  If  some  industries  have  over-expanded,  they 
ask,  why  haven't  the  inefficient  firms  gone  out  of  business? 
And  if  there  are  unexploited  margins  of  profitable 
production  in  other  industries,  where  are  they  and  why 
haven't  they  been  exploited?  People  who  are  interested  in 
earning  profits  do  not  usually  keep  losing  propositions 
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going.  Nor  do  they  hold  back  when  the  margin  between  price 
and  cost  promises  to  be  large." 

Professor  Watson  argues  that  government  failure  can  arise 
from  two  sources. 

First,  "efficiency,  as  economists  define  it,  may  have  scant 
appeal  for  politicians.  Many  groups  in  society  can  gain  a 
great  deal  by  persuading  government  to  grant  them  sheltered, 
monopolized  niches  or  otherwise  protect  them  from  the  harsh 
winds  of  competition.  Although  the  social  losses  resulting 
from  this  sort  of  behaviour  usually  exceed  the  monopolist's 
gain,  they  are  also  usually  diffuse,  so  the  hard-done-by 
cannot  easily  organize  effective  political  resi stance .. .Much 
casual  evidence  suggests  that  the  modern  world  does  work 
this  way.  The  business  section  of  any  good  daily  newspaper 
usually  includes  at  least  one  report  on  an  attempt  by  some 
special  interest  group  to  extract  preferential  treatment 
from  one  or  more  governments". 

Thus  the  policies  of  most  Canadian  governments  aim  at 
protecting  obvious  losers,  like  textiles  and  clothing,  the 
footwear  industry,  and  lately  the  automobile  industry. 
Professor  Watson  points  out  that  in  relative  terms  Japan 
used  to  have  twice  as  many  people  as  Canada  in  her  textiles 
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and  clothing  sector.  Now  this  sector  is  roughly  the  same 
size  in  both  countries.  Watson  argues  that  whichever 
industrial  policy  option  you  favour  if  you're  going  to  have 
"brave  new  world"  thoughts  about  competing  in  world  markets, 
then  you've  got  to  make  sure  you  can  get  out  of  these  old 
industries . 


A  second  source  of  government  failure  is  that,  as  "authority 
systems"  -  systems  "run  according  to  rules  and  directives"  - 
governments  have  "strong  thumbs,  no  fingers".  Watson  argues 
that  the  ability  of  governments  "to  develop  sophisticated 
plans  and  to  make  rapid,  discriminating  responses  to 
changing  circumstances  is  limited,  so  it  is  probably  best 
not  to  demand  anything  very  elaborate  of  them.  Distributing 
pensions  is  something  government  is  likely  to  do  well; 
designing  an  industrial  structure  is  not".  The  problem,  as 
Watson  sees  it,  is  the  same  that  confronts  all  attempts  at 
centralized  planning:  "those  at  the  centre  can  never  absorb 
information  quickly  enough  to  make  use  of  all  there 
is... How,  for  instance,  could  the  federal  or  any  provincial 
government  gather  sufficient  information  to  decide  which 
high-technology  investments  Canada  should  undertake  out  of 
the  several  hundred  that  are  possible?  And  how  can  public 
mechanisms  possibly  be  designed  to  filter  out  false 
information  and  make  the  most  effective  use  of  the  sound 
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information  that  does  come  through? ...  The  argument  that 
markets  are  better  than  governments  at  rolling  with  the 
punches  is  hardly  the  most  sophisticated  intellectual 
property  available.  The  premium  on  sophistication  falls 
rapidly,  however,  once  one  realizes  how  difficult  it  is  to 
do  better  than  roll  with  the  punches”. 

Professor  Watson  also  worries  about  the  potentially 
corrosive  effects  of  an  active,  firm-specific  industrial 
policy  on  Canadian  political  life.  Allowing  governments  to 
give  grants  to  firms  on  a  discretionary  basis  creates  a 
significant  opportunity  for  corruption.  Beyond  that  it 
teaches  "citizens  that  the  road  to  success  runs  directly 
through  the  Parliamentary  lobbies". 

Professor  Watson  concludes  that  industrial  policies  should 

be  confined  to  establishing  an  environment  from  which 

winners  can  emerge  and  also  to  compensating  the  victims 

of  economic  and/or  technological  change. 


He  argues  that  "although  in  many  cases  government  itself  is 
the  principal  impediment  to  the  efficient  functioning  of 
markets"  it  is  imperative  that  goverment  strive  to  "provide 
a  hospitable  climate  for  investment." 
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This  can  be  done  in  several  ways.  "First,  government  should 
show  as  little  open  hostility  to  investors  as  possible. 
This  requirement  might  be  thought  too  obvious  to  need 
spelling  out,  yet  it  is  possible  to  point  to  several  recent 
measures  that  businesses  have  construed  as  overtly 
host i le ...  Second ,  whether  government  policy  is  hostile  to  or 
supportive  of  enterprise,  it  should  not  be  f ickle . . . When 
policy  is  changed  too  often,  firms  and  individuals  begin  to 
discount  its  influence  in  their  planning,  and,  as  a  result, 
it  may  lose  most  of  its  potential  usefulness.  Even  worse, 
it  may  become  a  positive  nuisance  to  corporate  planners. 
The  same  is  likely  to  be  true  of  policies  that  undergo 
lengthy  gestat ion . . . Thi rd ,  government  must  realize  that  by 
making  clear  its  interest  in  supporting  and  encouraging 
particular  firms  or  investments  it  inevitably  changes  the 
incentive  structure.  A  potential  profit  is  created  for 
those  who  spend  time  and  money  cultivating  the  government's 
sympathy,  though  their  output  or  productivity  does  not 
change.  This  is  blatantly  wasteful  of  resources,  in  both 
the  short  and  long  runs... A  final  reason  for  the 
government's  avoiding  detail  is  that  in  many  cases  in  which 
intervention  may  be  warranted,  theory  justifies  only  general 
intervention.  The  argument,  for  instance,  that  investment 
must  be  encouraged  because  people  have  a  natural  though 
inefficient  bias  against  distant  returns  says  not  just  that 


6 


they  will  not  spend  enough  on  high-tech  investments,  but 
that  investment  of  all  kinds  will  be  under-funded. 

i 

Similarly,  if  risk-aversion  is  considered  a  problem,  it  is 
not  just  new  industries  that  are  likely  to  require  special 
support.  Rather,  assistance  should  be  offered  to  all 
risk-takers,  some  of  whom  may  be  established  operators  in 
the  economy's  oldest  industries...” 

"For  all  these  reasons,"  Watson  says,  "government  should 
probably  do  everything  possible  to  avoid  making  detailed 
allocative  decisions.  Economy-wide  measures  -  reductions  in 
the  taxation  of  investments,  compensation  of  one  kind  or 
another  for  risk,  general  measures  to  encourage  savings  - 
are  likely  to  be  more  suited  to  government's  particular 
skills  than  the  high-rolling  required  by  a  strategy  of 
trying  to  pick  winners". 

Professor  Watson  argues  that  efficient  adjustment  policies 
are  a  precondition  for  virtually  any  change  in  industrial 
policy,  whether  it  be  toward  the  highly  interventionist 
policies  recommended,  for  instance,  by  the  Science  Council 
of  Canada,  or  toward  the  framework-type  policies  he  favours. 
"While  making  compensation  programs  work  presents  obvious 
difficulties,  any  policy  of  reliance  on  market  forces  must 
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try  to  do  so.  In  other  societies  -  Japan's  perhaps  -  a 
strong  sense  of  community  may  be  all  that  is  needed  to 
manage  the  often  traumatic  disruptions  caused  by  economic 
change.  In  our  own,  however,  the  sense  of  community  often 
seems  tenuous.  Explicit  measures  to  help  the  victims  of 
change  are,  therefore,  likely  to  be  necessary ...  I f  losers 
can  block  change  by  using  the  political  system,  prospective 
gainers  can  clearly  serve  their  own  interests  by  making  sure 
that  losers  are  mollified.  Thus,  compensating  the  victims 
of  economic  change  is  oe  of  those  (sadly  rare)  activities  in 
which  what  is  right  is  also  politic." 

On  the  other  hand,  Professor  Watson  is  extremely  skeptical 
of  many  of  the  high-tech,  R&D-intensive  strategies  that  are 
currently  proposed  for  our  manufacturing  sector.  In  fact, 
he  argues  that  Canadian  manufacturing  is  not  doing  as  badly 
as  most  people  think.  Since  1963,  "exports  of  end  products 
have  risen  dramatically  as  a  share  of  GNP,  of  manufacturing 
shipments,  of  total  exports,  and  of  manufacturing  exports. 
In  fact  of  sixteen  (statistical  indicators  presented)  only 
two  have  moved  in  the  'wrong'  direction:  manufacturing 
shipments  are  down  slightly  as  a  share  of  GNP,  and  the  end 
products  deficit  is  up  slightly  as  a  share  of  manufacturing 
shipments.  The  other  fourteen  indicators  all  show  dramatic 
'improvement'.  (The  quotation  marks  are  used  because  most 
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economists,  unlike  most  laymen,  are  unwilling  to  attach 
normative  significance  to  the  level  of  exports  or  imports.)" 

By  the  same  token,  Watson  argues  that  Canada's  R&D  record  is 
not  as  bad  as  many  people  maintain.  "For  instance,  a 
standard  comparison  is  of  Canada's  manufacturing  R&D 
expenditures  with  the  United  States' ;  in  the  late  1970s, 
typical  numbers  were  0.34  per  cent  and  1.59  per  cent  of  the 
respective  GNPs.  This  comparison  can  be  misleading, 
however.  When  the  US  figure  is  adjusted  to  account  for  that 
country's  larger  manufacturing  sector,  it  falls  to  1.17  per 
cent.  When  it  is  adjusted  further  to  account  for  the  fact 
that  Canada  specializes  more  in  industries  that  are  not  R&D 
intensive  anywhere  in  the  world,  the  US  figure  falls  to  0.81 
per  cent.  Finally,  when  the  Americans'  special  interest  in 
guided-mi ssi le  R&D  is  taken  into  cons ideat ion ,  their 
expenditure  on  manufacturing  R&D  falls  to  only  0.75  per  cent 
of  their  GNP.  Thus,  more  than  half  the  difference  between 
the  two  countries'  R&D  efforts  is  associated  with  structural 
differences  between  the  two  economies." 

On  the  question  of  greater  government  assistance  to  R&D, 
Professor  Watson  says  "it  needs  to  be  asked  whether  Canadian 
governments  can  usefully  do  more  for  R&D  than  is  already 
being  done ...  Canada  currently  provides  generous  legal 
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protection  to  inventors  and  licensees.  Moreover,  under  the 
existing  tax  system,  more  than  two-thirds  of  every  new 
dollar  of  R&D  expenditures  by  private  firms  is  eligible  to 
be  financed  by  the  federal  treasury."  In  1981  the  federal 
government  announced  its  intention  of  raising  overall  R&D 
expenditures  to  1.5  per  cent  of  GNP.  Watson  comments:  "Why 
this  number  should  be  optimal  -  indeed,  whether  there  are 
enough  potentially  profitable  projects  to  consume  this 
volume  of  funds  -  is  not  explained.  The  main  justification 
seems  to  be  that  other  countries  spend  this  amount.  One 
might  just  as  easily  contemplate  a  policy  to  get  every 
citizens'  percentage  of  body  fat  to  the  same  level.  There 
certainly  is  no  economic  rationale  for  the  government's 
goal."  He  adds  that  should  the  pressures  for  stepped-up 
assistance  to  innovators  "prove  politically  irresistible, 
due  regard  to  the  possibility  of  government  failure  suggests 
that  policy  should  not  be  overly  elaborate.  In  particular, 
general  incentives  -  via  tax  credits  or  non-di scret ionary 
subsidies  -  would  be  preferable  to  attempts  to  choose  likely 
winners  and  losers.  The  use  of  refundable  tax  credits, 
rather  than  write-offs,  would  permit  the  government  to  be 
neutral  between  (presumably  larger)  firms  with  existing  cash 
flows  and  (presumably  smaller)  firms  just  starting  out". 


On  the  whole,  however,  Professor  Watson  comes  down  hard  on 
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the  logic  often  used  to  support  high-tech  strategies.  He 
points  out  that  the  classic  argument  for  supporting  research 
and  development  is  that  because  it  has  a  large  spillover 
benefit  it's  not  something  private  agents  are  likely  to  do 
sufficiently  on  their  own.  But  if  there  are  large  spillover 
benefits  then  for  a  small  country  like  Canada  to  engage  in 
an  intensive  research  and  development  strategy  is 
essentially  an  act  of  foreign  aid. 

« 

Finally,  Professor  Watson  argues  that  if  the  government 
does  adopt  an  R&D-intensive  strategy,  it  will  have  to 
bargain  for  increased  access  to  the  United  States  market. 
R&D  usually  involves  significant  fixed  costs.  If  these  are 
to  be  recovered,  they  will  have  to  be  spread  over  a  high 
volume  of  sales.  Since  the  Canadian  market  for  most 
manufactured  goods  is  relatively  small,  this  means 
exporting,  and  since  the  US  is  the  nearest  big  market,  it 
usually  means  exporting  to  the  US.  But,  Watson  argues,  if 
Canadian  firms  are  to  gain  access  to  US  markets,  Canadian 
governments  had  better  think  twice  about  pursuing  highly 
interventionist  industrial  policies.  The  reason  is  that 
other  countries  will  not  take  kindly  to  such  policies  and 
are  likely  to  retaliate,  probably  with  protectionist 
policies  of  their  own.  "Like  shooting  wars,  trade  wars  can 
easily  cause  damage  that  is  ultimately  many  times  greater 
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TORONTO  ...  Government  deficits  in  Canada  have  risen  sharply,  and  so 
too  has  the  concern  by  Canadians  about  the  seriousness  of  current 
deficit  levels.  The  Ontario  Economic  Council  responding  to  the  need 
for  more  information  in  the  deficit  debate  has  published  a  Special 
Research  Report  called  Deficits:  How  Big  and  How  Bad?  It  provides 
a  wealth  of  background  information  on  deficits,  as  well  as  a  wide 
spectrum  of  views  relating  to  today's  controversial  issue  of  govern¬ 
ment  deficits. 


The  question.  Deficits:  How  Big  and  How  Bad?  was  interpreted 
broadly  and  from  many  perspectives.  Special  attention  was  paid  to 
the  nature  and  role  of  deficits  in  the  province  of  Ontario.  Authors 
analyzed  the  relationships  between  deficits,  inflation,  interest 
rates,  monetary  policy,  capital  markets,  intergenerational  trans¬ 
fers,  international  capital  flows,  and  exchange  rates. 

For  those  people  who  are  not  completely  familiar  with  all  the  basic 
analytical  concepts  involved  in  the  measurement  and  interpretation 
of  deficits,  a  background  paper  by  the  Council's  David  Conklin  and 
Ad i 1  Sayeed  provides  a  broad  overview  of  some  of  the  issues  pertain¬ 
ing  to  government  deficits. 

The  keynote  contributor  to  this  report  is  Professor  Franco 
Modigliani,  Department  of  Economics,  Sloan  School  of  Industrial 
Management,  Massachusetts  Institute  of  Technology.  His  remarks 
focus  on  three  main  points  in  his  presentation  entitled  Government 
Deficits,  Inflation  and  Future  Generations. 


»  *•»  *• 


'The  first  is  that  current  deficits  are  not  a  major  cause  of  infla¬ 
tion;  on  the  contrary,  I  shall  argue  that  inflation  is  a  major  cause 
of  deficits.  The  causation  goes  from  stagflation  to  deficit,  not 
the  other  way  around.  Next,  I  want  to  argue  that  deficits  are, 
nonetheless,  a  bad  thing.  They  may  not  be  bad  in  the  short  run, 
under  some  circumstances,  but  if  they  continue  in  the  long  run,  they 
have  serious  consequences.  Finally,  I  propose  to  establish  that 
deficits  are  not  the  cause  of  our  current  trouble,  despite  the  fact 
that  they  are  bad,  for  the  simple  reason  that  there  are  scarcely  any 
deficits.  That  is,  in  terms  of  that  deficit  which  is  harmful,  there 
are  very  few  deficits  of  any  significance  at  this  time.' 

In  supporting  these  points,  Modigliani  emphasized  that  there  is  no 
mechanical  connection  between  running  a  deficit  and  creating  money. 
The  reason  that  deficits  are  bad  is  not  that  they  cause  inflation, 
but  rather  that  they  can  crowd  out  desirable  investment. 

Professor  Douglas  Auld,  Chairman,  Department  of  Economics,  Univer¬ 
sity  of  Guelph,  examined  the  question.  The  Ontario  Budget  Deficit: 
A  Cause  for  Concern?  He  found  that  as  a  percentage  of  total  provin¬ 
cial  expenditure,  current  deficits  are  not  particularly  high  com¬ 
pared  with  deficits  of  previous  years.  'In  absolute  terms,  however, 
deficits  have  grown  considerably  in  recent  years,  reflecting  the 
growth  of  the  public  sector.'  Auld  emphasized  the  impact  of  infla¬ 
tion  on  debt  charges  and  the  impact  of  unemployment  on  both  expendi¬ 
tures  and  receipts.  After  considering  policy-induced  changes  in  the 
Ontario  deficit,  as  opposed  to  those  caused  by  variations  in  the 
level  of  economic  activity,  he  concluded  that  'on  balance,  discre¬ 
tionary  policy  over  this  period  appears  to  have  been  counter- 
cycl i cal ' . 

Auld's  calculations  indicated  that  total  debt  as  a  percentage  of 
GPP,  or  in  real  per  capita  terms,  grew  until  the  late  1970s  and  has 
since  declined.  Consequently,  he  was  optimistic  that  'there  is  very 
little  reason  to  be  concerned  about  Ontario's  debt  at  this  time.  He 
says  the  precipitously  high  interest  rates  of  1979-82  have  created 
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problems  of  debt  management,  but  these  problems  should  disappear 
with  a  return  of  more  moderate  interest  rate  levels'. 

t 

In  the  paper  Deficits  and  the  Economy  to  1990:  Projections  and 
A1  ternatives ,  Professors  D.P.  Dungan  and  T.A.  Wilson,  of  the  Univer¬ 
sity  of  Toronto,  used  the  econometric  FOCUS  model  of  the  Canadian 
economy  in  order  to  develop  projections  based  upon  several  different 
sets  of  policies.  They  then  conducted  a  series  of  policy  experi¬ 
ments  to  permit  a  quantitative  analysis  of  the  unemployment- 
inflation  trade-off.  They  examined  the  impact  of  temporary  expendi¬ 
ture  increases,  the  indexation  of  capital  cost  allowances,  and  the 
implementation  of  a  new  method  for  determining  unemployment  insur¬ 
ance  premiums. 

These  experiments  reinforced  their  base  case  conclusion  that  'a 
carefully  designed  fiscal  stimulus  could  help  to  speed  recovery  from 
the  recent  deep  recession'. 

Professor  Michael  Parkin,  Department  of  Economics,  University  of 
Western  Ontario,  examined  the  question  What  Can  Macroeconomic  Theory 
Tell  Us  About  the  Way  Deficits  Should  be  Measured.  He  reviewed 
various  ways  in  which  the  conventional  accounting  deficit  may  be 
adjusted  to  arrive  at  alternatively  defined  deficits.  In  this 
analysis,  he  pointed  out  that  unfunded  pension  liabilities  are  a 
significant  factor  that  should  be  considered  in  correcting  the 
conventionally  measured  deficit. 

A  major  conclusion  reached  by  Parkin  was  that:  'Macroeconomic 
theory  is  much  less  clear-cut  in  its  implications  for  how  the 
deficit  should  be  measured  than  most  economists  seem  ready  to 
believe.  However,  to  the  extent  that  macroeconomic  theory  does 
offer  guidance,  it  suggests  that  we  face  a  potentially  serious 
problem  arising  from  an  evolving  deficit  that  has  been  too  big,  is 
too  big,  and  promises  to  remain  too  big  ...  The  rosy  picture  painted 
by  the  real  ful 1 -empl oyment  deficit  calculations  is  clearly  mis¬ 
leading  and  probably  seriously  so'. 


3 


Ian  McKinnon,  Vice-President  of  Decima  Research,  examined  the 
questions  What  Does  the  Public  Think  About  Deficits?  What  Does  Bay 
Street  Think  About  Deficits? 


He  concluded  that,  for  Canadians,  'the  economy  now  dominates  the 
political  agenda'  and  that  there  has  been  'a  precipitous  decline  in 
the  public's  assessment  of  the  economy'.  That  is,  the  federal 
government  was  perceived  as  having  a  responsibility  to  act,  par¬ 
ticularly  to  decrease  interest  rates.  McKinnon's  survey  'certainly 
does  not  depict  a  Canadian  public  given  to  Keynesian  visions  of 
governments  spurring  aggregate  demand  through  deficit  spending. 
Instead,  it  strongly  indicates  a  'public  household'  view  of  what 
governments  actions  should  be.  As  individuals  should  try  to  econo¬ 
mize  and  save  in  hard  time,  so  too  should  governments'.  His  survey 
of  financial  leaders  revealed  that  they  underestimated  this  fiscal 
frugality  of  the  average  Canadian.  Within  the  financial  community, 
there  was  no  consensus  in  regard  to  altering  the  size  of  the  defi¬ 
cit.  The  fear  of  crowding-out  as  a  result  of  the  large  deficits 
seemed  prevalent,  particularly  when  future  recovery  would  bring 
private  requirements  to  the  capital  markets. 

Professor  Ron  Wirick,  School  of  Business  Administration,  University 
of  Western  Ontario,  examined  Fiscal  Policy  'Crowding-Out'  of  Private 
Investment  in  an  Open  Economy:  The  Case  of  Canada. 

He  focused  his  principal  attention  on  the  question  of  whether  fiscal 
policy  crowds  out  private  investment  by  causing  'an  increase  in 
borrowing  costs  to  Canadian  corporations'.  Wirick  found  'there  is 
very  little  reason  to  believe  that  bond-financed  fiscal  deficits  of 
the  magnitude  presently  contemplated  will  exert  any  upward  pressure 
on  domestic  real  interest  costs'.  He  cautioned,  however,  that 
deficits  could  put  upward  pressure  on  the  Canadian  exchange  rate  if 
they  were  financed  through  capital  inflows.  With  such  a  currency 
appreciation,  Canadian  exports  would  decrease  and  imports  would 
increase.  In  this  way,  deficits  could  crowd  out  net  exports  rather 
than  investment. 
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Wirick  concluded  that  'there  is  little  doubt  in  the  author's  mind 
that  a  package  of  fiscal  stimulation  could  be  designed,  even  one  of 
substantial  size,  that  would  have  no  adverse  effect  on  domestic 
interest  rates  or  investment.  Furthermore,  if  the  Bank  of  Canada 
cooperated  by  preventing  any  significant  appreciation  of  the 
Canadian  dollar,  there  should  not  be  any  major  crowding-out  of  the 
net  export  sector.  In  short,  it  should  be  possible  for  the  fiscal 
and  monetary  authorities  to  provide  a  large  aggregate  demand  stimu¬ 
lus  to  the  Canadian  economy,  if  this  were  deemed  desirable.'  Like 
many  other  authors,  Wirick  saw  the  demand  stimulus  of  greater 
deficits  as  carrying  with  it  the  risk  of  renewed  inflation.  This 
spectre  of  another  burst  of  inflation  leading  to  a  subsequent, 
possibly  even  worse  recession  haunted  much  of  the  conference  the 
Council  sponsored  on  Deficits:  How  Big  and  How  Bad?  in  March  of 
1983. 

In  his  examination  of  Deficits  and  Capital  Markets,  Dr.  John  Grant, 
Director  and  Chief  Economist,  Wood  Gundy  Limited,  emphasized  the 
financial  community's  great  fear  of  deficits.  He  suggested  several 
reasons  for  this  fear.  Most  important  is  a  concern  that  deficits 
will  be  financed  through  the  creation  of  money,  thereby  causing 
inflation.  Expectations  of  price  stability  cannot  be  restored 
easily  or  quickly:  'A  government  that  has  once  destroyed  social 
trust  in  price  stability  must  work  painfully  and  hard  to  restore 
it'.  Grant  pointed  to  the  threat  of  crowding-out  as  a  second  cause 
for  dislike  of  deficits.  Some  private  borrowers  may  be  crowded  out 
just  as  effectively  as  they  would  be  by  a  tax  increase. 

In  his  paper.  Government  Deficits:  Historical  Analysis  and  Present 
Policy  Alternatives,  Professor  John  McCall  urn,  Department  of  Econom¬ 
ics,  Universite  du  Quebec  a  Montreal,  addressed  a  series  of 
questions,  'What  was  the  stance  of  fiscal  policy,  and  how  much  did 
it  contribute  to  (or  alleviate)  the  Depression  (of  the  1930s)?  How 
much  less  severe  would  the  Depression  have  been  if  today's  automatic 
stabilizers  had  been  in  place  and/or  today's  approach  to  discretion¬ 
ary  fiscal  policy  had  then  prevailed?  Or,  to  turn  the  question 
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around,  how  much  worse  would  our  present  recession  be  if  we  had 
followed  1930s-style  fiscal  policy  in  1982?' 

With  his  computer  simulations,  McCallum  concluded  that,  'had  the 
automatic  stabilizers  of  today  existed  during  the  thirties,  the 
multiplier  and  hence  the  depth  of  the  Depression  would  have  been 
reduced  by  just  over  40  per  cent.'  Furthermore,  his  calculations 
suggested  that  'the  shock  to  the  Canadian  economy  in  1982  may  have 
been  of  the  same  order  of  the  magnitude  as  the  shocks  of  the  early 
thirties  and  that  the  difference  in  overall  fiscal  policy  has  been  a 
key  factor  in  explaining  why  the  economy  has  not  this  time  fallen 
into  major  depression'.  McCallum  analyzed  federal  fiscal  policy 
throughout  the  1970s  and  concluded  that  it  exerted  'a  helpful 
stabilizing  influence'  and  that  'a  key  point  to  emphasize  is  that 
over  the  period  1971-81  discretionary  federal  fiscal  policy  contri¬ 
buted  at  least  as  much  to  stability  as  did  the  automatic  stabilizers 
of  all  levels  of  government  combined.'  However,  the  extremely 
severe  1982  recession  was  not  met  with  appropriately  large  deficits. 
In  fact,  'the  small  increase  in  the  adjusted  federal  deficit  in  1982 
was  mainly  the  result  of  a  non-di scretionary  increase  in  real 
interest  rates'.  Consequently,  McCallum  recommended  'a  temporary 
increase  in  automatic  stabilizers  or  a  fiscal  stimulus  whose  size  is 
made  contingent  on  the  strength  of  the  economy  over  the  coming 
months ' . 

Professors  Neil  Bruce  and  Douglas  Purvis,  Department  of  Economics, 
Queen's  University,  examined  Fiscal  Discipline  and  Rules  for  Con¬ 
trolling  the  Deficit:  Some  Unpleasant  Keynesian  Arithmetic.  They 
stressed  the  need  for  'commitment  in  the  form  of  fiscal  policy 
rules.  These  are  promises  to  pursue  certain  courses  of  action, 
particularly  with  respect  to  the  deficit,  even  when  it  is  politi¬ 
cally  opportune  to  renege'.  They  advocated  the  establishment  of  a 
tax  and  expenditure  structure  that  would  balance  the  budget  over  the 
medium  term  but  would  automatically  be  counter-cyclical  in  response 
to  short-run  fluctuations.  They  said  the  increasing  ratio  of 
government  debt  to  GNP  has  probably  affected  real  interest  rates  and 
has  reduced  public  confidence  in  the  policies  being  pursued. 
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Consequently,  they  argued  that  any  additional  fiscal  stimulus  at  the 
present  time  should  automatically  be  self-eliminating  as  recovery 
develops.  Of  crucial  importance  is  the  commitment  to  reduce  the 
deficit  with  recovery.  Whether  or  not  the  government  fulfills  this 
commitment  will  seriously  affect  the  confidence  of  the  private 
sector. 

Professor  David  Laidler,  Chairman,  Department  of  Economics,  Univer¬ 
sity  of  Western  Ontario,  acted  as  rapporteur.  He  emphasized  that 
major  cause  for  concern  about  deficits  is  the  fear  that  deficits 

will  lead  to  higher  inflation.  In  describing  the  current  state  of 
the  economy,  Laidler  argued  that  excessively  tight  monetary  policy 
underlay  that  stagflation  which,  in  turn,  led  to  high  deficits.  He 
criticized  the  failure  of  federal  authorities  to  coordinate  fiscal 
and  monetary  policies  properly. 

In  discussing  crowding-out,  Laidler  acknowledged  that  the  ability  of 
Canadians  to  borrow  abroad,  essentially  at  interest  rates  estab¬ 
lished  in  the  United  States  capital  market,  would  ensure  that  the 
Canadian  deficit  would  be  unlikely  to  crowd  out  private  investment. 
Nevertheless,  he  noted  that  interest  payments  will  result  from  such 
international  borrowing  and  these  will  become  a  real  drain  on 
Canadian  production.  Furthermore,  Canadian  deficits  could  undermine 
confidence  in  the  stability  of  the  dollar  and  could  threaten  ex¬ 
change  rate  depreciation. 

Laidler  discussed  the  important  role  of  public  expectations  in 
determining  the  effectiveness  of  fiscal  policies.  In  particular,  he 
felt  that  public  trust  in  the  federal  economic  authorities  has  been 
eroded  and  that  this  erosion  has  made  the  size  of  the  deficit  a  more 
serious  problem  than  it  would  otherwise  have  been. 

Throughout  this  Special  Research  Report,  participants'  remarks 
provide  criticisms  and  alternative  points  of  view.  It  is  hoped  that 
the  variety  of  insights  and  perspectives  will  assist  the  reader  in 
analyzing  this  complex  issue.  Answers  to  the  question  'Deficits: 
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How  Big  and  How  Bad?'  appear  to  depend  upon  the  economic  circum¬ 
stances  of  a  particular  time  and  place. 


Although  the  authors  responded  in  the  context  of  Canada  and  Ontario 
in  1983,  the  material  has  been  presented  in  such  a  way  that  it 
should  be  useful  in  other  places  and  at  other  times. 
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NEWS  RELEASE  #2:  PENSIONS  TODAY  AND  TOMORROW 

BACKGROUND  STUDIES 


ALTERNATIVE  POINT  OF  VIEW 

TORONTO  ...  A  study  by  the  Ontario  Economic  Council  provides 
fresh  insight  into  The  Great  Canadian  Pension  Debate.  It  offers  a 
collection  of  perspectives,  a  variety  which  can  assist  both  policy¬ 
makers  and  the  general  public  who  are  looking  for  background 
information  on  the  issues  of  pension  and  pension  reform. 

•  The  experience  of  other  countries. 

•  The  federal-provincial  bargaining  process. 

•  Who  will  pay  for  pension  reform? 

•  Impact  of  reforms  on  the  capital  market. 

Inflation  and  pension  indexation. 

Registered  pension  accounts. 

Impact  of  pension  reform  on  women. 

•  Views  of  the  labour  movement. 

•  Individual  freedom  and  pensions. 

Future  demographic  trends. 

Don  Lee  of  Union  Pension  Services  Ltd.,  Toronto,  examines  pen¬ 
sion  data  in  eight  countries,  and  then  considers  more  thoroughly 
the  historical  experience  of  Sweden,  the  United  Kingdom,  and  the 
United  States  compared  with  that  of  Canada.  He  concludes  that: 

'The  experience  of  other  countries  suggests  two  fundamental  conclu¬ 
sions  about  the  prospects  for  pension  reform  in  Canada:  private 
coverage  will  not  expand  beyond  existing  levels  without  state  inter¬ 

vention;  and  the  scope  of  public  programs  will  have  to  grow  in 


response  to  the  aging  of  our  population. .  .The  main  issue  is  not 
whether  the  primary  responsibility  for  delivering  retirement  income 
should  fall  on  public  programs  or  private  initiative.  It  will  fall  on 
public  programs.  The  more  substantial  issue  is,  ’On  what  basis 
should  the  majority  of  Canadians  become  entitled  to  adequate  public 
pensions?’  If  we  resolve  to  implement  a  public  system  which 
delivers  earned  rights  for  the  majority,  we  can  then  approach  on  a 
constructive  basis  the  supplementary  question,  'What  framework  of 
regulation  will  secure  a  continuing  role  for  private  plans?’ 

Professor  Keith  Banting,  Department  of  Political  Science,  Univer¬ 
sity  of  British  Columbia,  emphasizes  that  'the  decision  rules  which 
govern  any  reform  process  are  critical  to  the  kinds  of  decisions 
which  emerge  from  it...  the  key  decision  rules... are  those  implicit 
in  our  federal  system’.  Consequently,  we  must  focus  on  the  fed¬ 
eral-provincial  bargaining  process  if  we  wish  to  understand  the 
likely  path  of  reform.  Here  a  key  element  is  what  Banting  refers 
to  as  'a  system  of  multiple-veto  points',  in  which  either  the  fed¬ 
eral  government  or  various  combinations  of  provinces  have  the 
right  to  block  CPP/QPP  changes.  This  he  sees  as  a  conservative 
force,  delaying  reform. 

Banting  notes  that  Quebec  governments  have  traditionally  wanted 
public  sector  expansion.  Ontario  governments,  on  the  other  hand, 
have  persistently  supported  policies  encouraging  private  sector 
plans,  and  have  felt  that  the  'CPP  should  not  be  a  tool  of  income 
redistribution’.  Meanwhile,  the  federal  government's  history  of 
expansionist  welfare  programs'  incline  it  instinctively  towards  a 
public  sector  response  to  pension  needs'. 

Professor  Charles  Beach,  Department  of  Economics,  Queen's  Univer¬ 
sity,  Kingston,  Ontario,  examines  the  question  'Who  will  pay  for 
proposed  public  pension  reforms?'  He  focuses  on  CPP/QPP  con¬ 
tributions  and  he  notes  that  these  are  a  type  of  payroll  tax. 
Beach  considers  the  effects  of  four  levels  of  such  tax:  9  per 
cent,  12  per  cent,  15  per  cent,  and  20  per  cent,  with  each  tax 
level  divided  evenly  between  employers  and  employees.  The  major 
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thrust  of  this  paper  is  that  the  legal  tax  rate  is  not  the  same  as 
the  effective  tax  rate.  Firms  may  shift  their  tax  forward  onto 
consumers  through  higher  prices  or  backwards  onto  employees 
through  lower  wages.  Similarly,  employees  may  be  able  to  shift 
some  of  their  tax  burden,  and  the  number  of  jobs  may  fall.  Beach 
calculates  the  impact  of  each  tax  level  on  the  number  of  jobs  and 
also  on  the  after-tax  earnings  of  several  different  groups:  young 
men,  older  men,  young  women,  and  older  women.  Differences  in 
the  labour  markets  for  each  of  these  mean  that  some  workers  have 
to  absorb  more  of  the  tax  personally  than  do  others,  while  some 
groups  suffer  more  job  losses  than  do  others  as  a  result  of  the 
higher  employee  costs  faced  by  employers.  Increases  in  CPP/QPP 
contribution  rates  will  not  affect  all  workers  or  firms  equally. 

C.  Ross  Healy,  President  of  Standard  Capital  Management  Corpora¬ 
tion,  Toronto,  discusses  the  likely  impact  of  pension  reform  pro¬ 
posals  on  the  capital  market.  He  emphasizes  the  importance  of 
maintaining  a  strong,  private  capital  market,  and  warns  that  some 
reforms  could  shift  huge  funds  into  government  hands.  This  could 
diminish  the  growth  of  private  firms  and  could  result  in  unwise 
government  investments.  Healy  stresses  that  ’within  17  years,  it 
(pension  funds)  will  likely  be  the  dominant  capital  pool  and  main 
repository  of  ownership  in  Canada’.  Consequently,  a  fundamental 
issue  is  whether  these  funds  will  be  invested  by  the  private  sector 
or  by  governments. 

Professor  Greg  Jump,  Department  of  economics,  University  of 
Toronto,  refers  to  publications  of  other  economists  and  then 
develops  his  ow7n  analysis  in  order  to  predict  the  impact  on  capital 
markets  of  various  types  of  pension  funding.  In  particular,  the 
decision  as  to  how  much  we  should  fund  our  public  pension  plans  - 
fully,  partially,  or  not  at  all  -  may  affect  people's  incentive  to 
save,  our  nation's  volume  of  investment,  and,  consequently,  our 
capital  stock. 
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Jump  suggests  a  novel  proposal,  that  private  employers  be  allowed 
to  invest  CPP  funds,  so  as  to  maintain  the  advantage  of  decen¬ 
tralized  non-governmental  investment  decisions. 

( 

Professor  John  Bossons,  Institute  for  Policy  Analysis,  University 
of  Toronto,  discusses  ’Indexed  bonds  as  a  instrument  of  pension 
reform'.  He  stresses  the  impact  o f  inflation  on  the  real  value  of 
pensions,  noting  that  over  the  past  twenty  years,  1963-83,  a  fixed, 
nominal  pension  would  have  experienced  a  72  per  cent  decline  in 
real  value.  Bossons  discusses  the  benefits  to  be  derived  from 
pension  indexation,  the  ability  of  indexed-debt  instruments  to 
lower  the  costs  of  providing  indexed  pensions,  and,  finally  the 
feasibility  of  creating  markets  in  indexed  bonds  for  this  purpose. 
He  suggests  that  ’without  markets  in  indexed  bonds,  the  costs  of 
requiring  private  pensions  to  be  indexed  are  probably  un¬ 
acceptably  high'. 

Dr.  Ken  Marchant  of  Capital  Cities  Consultants  Ltd.,  Toronto,  has 
analysed  ’Registered  Pension  Accounts  (RPAs)  as  an  instrument  of 
pension  reform'.  Under  the  Green  Paper's  proposals,  the  RPA 
would  be  a  new  type  of  pension  fund  similar  in  some  ways  to  the 
current  RRSP.  Contributions  and  investment  earnings  would  avoid 
taxation  until  ultimately  received  in  the  form  of  a  pension.  A  key 
difference  from  the  RRSP  is  that  employers  could  contribute  to  it. 
Hence,  with  the  RPA,  employer  contributions  could  be  portable, 
and  to  facilitate  portability  -  vesting  could  occur  earlier  than  at 
present. 

An  important  Green  Paper  proposal,  however,  would  lock  all  con¬ 
tributions  into  the  RPA  until  retirement,  as  opposed  to  current 
practice  under  which  RRSP  funds  can  be  withdrawn,  subject  to 
income  tax,  at  any  time.  Marchant  is  critical  of  another  Green 
Paper  proposal,  that  every  individual  be  restricted  to  one  RPA. 
This  would  constitute  a  basic  change  from  current  RRSP  pro¬ 
visions,  under  which  an  individual  can  have  as  many  RRSP's  as  he 
or  she  chooses.  He  discusses  whether  many  small  businesses  and 
self-employed  who  currently  do  not  have  pension  plans  would  adopt 
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the  RPA  concept.  Marchant  suggests  several  improvements  in  the 
Green  Paper's  proposals,  including  lifetime  contribution  limits 
rather  than  annual  limits,  the  right  to  invest  in  foreign  cur¬ 
rencies,  and  the  opportunity  to  have  more  than  one  RPA  per 
person. 

Professor  Douglas  Purvis,  Department  of  Economics,  Queen's  Uni¬ 
versity,  Kingston,  Ontario,  considers  several  broad,  basic  ques¬ 
tions:  'why  do  we  have  (or  need)  pensions?  Who  actually  pays 

for  them?  What  type  of  commitment  should  the  pension  entail?'  He 
emphasizes  the  uncertainty  surrounding  pension  arrangements  when 
inflation  can  reduce  their  real  value.  He  points  out  that  even 
steps  taken  to  index  pensions  may  not  provide  certainty  since  a 
future  generation  may  decide  'to  renege  on  its  commitment  and 
rewrite  public  pensions  to  call  for  a  lower  real  income  stream'. 

Three  authors  have  concentrated  on  -  the  impact  of  pensions  and 
pension  reforms  on  women:  Monica  Townson,  Marie  Corbett,  and 
Terry  Bisset.  Townson,  an  Ottawa  consultant,  notes  that  'many 
people  involved  in  the  pensions  debate  have  a  rather  limited  view 
of  p ension  reform  for  women',  r estrict.ii uj  their  an alysis  to  home¬ 
makers  and  surviving  spouses.  She  emphasizes  that  the  traditional 
family  'has  already  passed  into  history'.  The  majority  of  Canadian 
women  are  in  the  work  force,  and  so  -  apart  from  the  primary 
issue  of  more  assistance  for  the  current  elderly  -  Townson  stres¬ 
ses  the  current  poor  pension  coverage  for  working  women.  In 
dealing  with  various  reform  proposals,  she  presents  'the  general 
conclusion  that  if  we  don't  want  the  majority  of  Canadian  women  to 
end  up  poor,  as  they  do  now,  then  pension  reform  cannot  be 
based  on  old  myths  and  stereotypes.  It  must  address  the  new 

rea lity  of  women's  lives' . 

Marie  Corbett,  a  Toronto  solicitor,  examines  employment  pension 
plans  from  the  perspective  of  women:  'While  not  discriminatory  in 
themselves,  employment  pension  plans  (RITs)  are  not  an  effective 
source  of  retirement  income  for  women  and  will  continue  to  be 
ineffective  unless  changed ...  First. .  .  women  work  predominantly  in 
areas  of  low  coverage ...  Second ,  since  the  amount  of  employment - 


5 


pension  income  is  directly  related  to  earnings,  the  lower  earnings 
of  women  result  in  lower  pension  income...  Third...  The  re¬ 
quirement  for  long  and  continuous  service  in  order  to  obtain  a 
pension  has  a  devastating  effect  on  women  because  of  the  nature 
of  their  work  patterns.' 

Consequently,  the  most  important  reforms  would  be  to  improve 

pension  rights  on  termina tion  of  employment  and  to  provide  more 
thorough  pension  coverag e  for  part-time  workers .  Corbett  also 

urges  that  sex-differentiated  benefits  should  be  removed  from  all 
annuities . 

Terry  Bisset,  a  Policy  Analyst,  Ontario  Women's  Directorate, 
Toronto,  analyses  the  impact  of  divorce  arrangements  on  pension 
rights.  She  notes  that  'a  rising  divorce  rate  is  a  present-day 
reality',  and,  consequently,  pension  regulations  should  be  formu¬ 
lated  with  divorce  in  mind.  'It  appears  that  a  strong  case  can  be 
made  for  pensions  to  be  seen  as  assets  and  therefore  divisible 
upon  marri age  breakdown .  If  that  is  so,  then  the  p ivotal  question 
becomes  how  to  undertake  this  division'. 

Three  authors  discuss  the  optimal  balance  between  public  and 
private  pensions  and  the  optimal  path  for  the  implementation  of 
reform:  Clifford  Pilkey,  Donald  Coxe,  and  Richard  Wietfeldt. 

In  his  paper,  'Public  versus  private  pensions',  Pilkey,  the  Presi¬ 
dent  of  the  Ontario  Federation  of  Labour,  presents  the  views  of 
the  labour  movement.  He  indicates  a  basic  dissatisfaction  with 
some  private  plans:  'Many  pensioners  have  come  to  the  conclusion 
that  the  wages  sacrificed  to  pay  for  a  company  plan  do  not  pro¬ 
duce  the  retirement  security  which  they  have  a  right  to  expect  in 
return'.  Recognizing  that  our  current  prosperity  grows  out  of  the 
labour  of  previous  generations,  'all  public  pensions  should  increase 
automatically  with  improvements  in  our  standard  of  living'.  Pilkey 
discusses  the  limitations  of  private  plans,  such  as  the  requirements 
for  funding  and  the  risk  that  inflation  adjustment  will  not  be  made 
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if  the  employer  goes  out  of  business.  Consequently,  he  expresses 
the  opinion  that  'There  are  no  satisfactory  solutions  to  the 
problems  of  coverage  and  indexation  within  the  framework  of  the 
private  system'.  Pilkey  then  presents  specific  recommendations  to 
improve  the  public  system,  including  increasing  maximum  benefit 
levels  from  25  per  cent  to  50  per  cent  of  pensionable  earnings; 
increasing  Old  Age  Seucirty  (OAS)  to  20  per  cent  of  the  average 
industrial  wage;  and  raising  the  Guaranteed  Income  Supplement 
(GIS). 

Donald  Coxe,  Vice-President,  Gordon  Securities  Ltd.,  Toronto, 
suggests  a  different  view:  'We  know  that,  with  all  its  faults,  the 
current  mix  delivers  adequate  incomes  to  all  but  a  high  percentage 
of  the  single  elderly,  who  are  mostly  female.  By  isolating  this 
target  group  for  immediate  action,  we  can,  if  we  have  the  will, 
solve  our  current  problems'.  Referring  to  predictions  of  an  im¬ 
pending  funding  crisis,  Coxe  argues  that  Hamilton  and  Whalley 
underestimated  the  problem  because  they  did  not  include  the  cost 
of  free  drugs  for  the  elderly  or  the  cost  of  public-sector  employee 
pension  plans.  The  latter  in  particular,  will  prove  difficult  since 
’Most  of  the  biggest  are  either  underfunded  or  not  funded  at  all... 
By  2020,  the  annual  cost  burden  of  these  monsters  may  make  the 
CPP  look  like  a  modest  nuisance'.  Coxe  warns  against  a  doubling 
of  the  CPP  because  of  the  cost  entailed.  Yet  he  does  recommend 
inflation  protection,  earlier  vesting,  improved  portability,  and  more 
thorough  disclosure  to  plan  members  of  pension-fund  investments. 

Richard  Wietfeldt,  Research  Director,  Canadian  rederation  of 
Independent  Business,  Toronto,  claims  that  'the  gaps  in  our  pre¬ 
sent  retirement-income  structures  are  relatively  manageable'. 
Consequently,  he  feels,  basic  structural  changes  are  not  desirable. 

While  accepting  the  'role  of  the  state  to  assure  at  least  a  floor 
retirement  income',  Wietfeldt  argues  that  pensions  should  not  be 
structured  to  redistribute  income  beyond  that  purpose.  Further¬ 
more,  Wietfeldt  argues  for  individual  freedom  to  establish  one's 
own  saving  and  investment  decisions  and  that  the  Green  Paper's 
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emphasis  on  expanding  the  role  of  government  is  not  justified.  'It. 
is  our  view  that  until  we  find  a  good  argument  for  further  pater¬ 
nalism  in  regard  to  retirement  income,  we  should  leave  well  enough 
alone' . 

Leroy  Stone,  of  the  Population  Studies  Centre,  University  of 
Western  Ontario  in  London,  and  Susan  Fletcher,  with  the  Office  on 
Aging,  Health  and  Welfare  Canada,  examine  demographic  forecasts 
and  explain  'Why  we  should  be  cautious  in  accepting  forecasts  of 
the  dependency  ratios  in  the  21st  century'.  In  particular,  they 
criticize  the  pessimistic  projections  of  Hamilton  and  Whalley  who 
'based  suggestions  about  the  economic  implications  of  future  demo¬ 
graphic  trends  on  too  narrow  a  range  of  possible  demographic 
futures...  More  time  needs  to  be  spent  studying  implications  of  the 
wider  range  of  alternative  futures'. 

Stone  and  Fletcher  point  to  the  possibility  of  significant  changes  in 
mortality  rates;  and  they  note  the  importance  of  birth  rates  in 
determining  the  total  number  of  society's  dependents  and  the  pro¬ 
portion  of  the  population  contributing  to  the  retirement-income 
pools . 

They  also  note  that  future  international  migration  may  alter  cur¬ 
rent  projections.  Overall,  Stone  and  Fletcher  introduce  a  serious 
warning  that  demographic  surprises  may  occur  and  that  key 
elements  in  pension  reform  will  be  flexibility  and  innovation  in 
order  to  deal  with  such  changes  if  they  arise. 

'The  coverage  question  in  the  pension  debate'  provides  an  analysis 
by  D.S.  Rudd  of  the  extent  to  which  people  make  use  of  private 
sector  plans.  Rudd  is  responding  to  those  who  criticize  the 
coverage  of  private  plans. 

He  pays  particular  attention  to  those  in  the  higher-earnings 
groups  where  private  pension  coverage  becomes  more  important  to 
maintain  a  comparable  standard  of  living  after  retirement.  Rudd 
concludes  that:  'The  studies  indicate  that  private  pension 
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coverage  is  in  the  area  of  65  to  70  per  cent  for  those  earnings 
one-half  of  the  Average  Industrial  Wage  or  more  and  who  are  in 
the  age  range  of  25  to  64.  If  w7e  look  at  this  age  range  for  those 
earnings  the  AIW  and  up,  coverage  is  in  the  range  of  75  to  80  per 
cent. 

Furthermore,  all  the  studies  indicate  that  coverage  ratios  increase 
with  attained  age  as  w7ell  as  with  income.  This  is  less  pronounced 
for  females,  as  many  leave  the  labour  force  or  are  in  part-time 
employment. 

Most  of  the  problems  concerning  female  coverage  are  due  to  the 
disproportionate  numbers  of  women  in  the  labour  force  at  young 
ages  and  with  lower  incomes  compared  to  at  older  ages  and  with 
higher  incomes  (due  to  labour-force  participation  patterns).  The 
pension  system,  private  or  public,  cannot  be  faulted  for  not  pro¬ 
viding  significant  employment  pensions  to  those  who  do  not  make  a 
career  of  reasonable  length  in  the  labour  force.' 
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NEWS  RELEASE  #1:  PENSIONS  TODAY  AND  TOMORROW 

BACKGROUND  STUDIES 

A  GENERAL  OVERVIEW  OF  THE  ISSUES 


TORONTO  ...  The  Great  Canadian  Pension  Debate  rages  on,  and  a 
study  by  the  Ontario  Economic  Council  suggests  that  while  some 
problems  need  immediate  attention,  there  are  no  fast  and  easy 
answers  to  the  questions  raised  by  the  debate  over  pension 
reform.  The  study  indicates  pensions  and  pension  reform  will  be  a 
subject  that  will  no  doubt  maintain  a  significant  position  in  public 
policy  debates  for  years,  to  come. 

This  study,  Pensions  Today  and  Tomorrow:  Background  Studies, 
offers  an  in-depth  analysis  of  pensions  and  an  evaluation  of  the 
various  pension  reform  proposals  that  have  surfaced  in  the  current 
debate.  It  points  out  that  a  complex  system  of  programs  exists  in 
Canada  to  ensure  adequate  material  provision  for  the  elderly,  but 

there  is  some  concern  that  the  system  as  a  whole  is  in  some 
respects  inefficient  and  inequitable.  Moreover,  the  proportion  of 
the  population  that  is  elderly  and  non-working,  and  therefore 
drawing  benefits,  is  expected  to  increase  significantly  for  demo¬ 
graphic  reasons.  The  result  has  been  a  growing  belief  in  many 
areas  in  the  potential  and  need  of  pension  reform.  Owing  to  the 
complexity  of  the  overall  old  age  security  system,  the  issues  raised 
affect  all  aspects  of  our  economic  life  and  often  lead  to  contro¬ 
versial  proposals. 

The  contents  of  this  study  throw  light  on  the  most  important 
issues,  such  as: 
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The  contents  of  this  study  throw  light  on  the  most  important 
issues,  such  as: 

♦  To  what  extent  should  one  generation  support  another? 

•  Do  federal/provincial  rivalries  interfere  with  the  pension 
structure? 

•  Will  reform  proposals  interact  in  undesirable  ways? 

How  do  pension  contributions  affect  savings  rates  and  invest¬ 
ment  patterns? 

*  Should  pensions  be  indexed  to  inflation? 

Does  the  present  system  neglect  homemakers  and  single 
women? 

Should  government  play  a  greater  or  smaller  role  in  the 
future? 

The  first  three  papers  in  this  volume  provide  an  overview  of  the 
pension  reform  issues. 

Adil  Sayeed,  a  researcher  with  the  Council,  summarizes  and  com¬ 
pares  the  positions  advocated  by  ten  different  organizations  -  some 
of  which  represent  private  business  and  labour  interests  and  some 
of  which  were  appointed  by  governments  to  develop  reform  recom¬ 
mendations.  Sayeed  quotes  directly  from  their  reports,  to  indicate 
the  variety  of  recommendations  that  have  been  presented  to  the 
Canadian  public.  The  proposals  are  divided  into  two  groups: 
those  dealing  with  public  pensions  and  those  dealing  with  private 
pensions.  Throughout  his  paper,  Sayeed's  purpose  is  to  clarify 
the  differences  of  opinion  among  these  organizations  and  to 
indicate  areas  of  agreement. 

A  key  area  of  Sayeed's  overview  involves  transfer  payments  and 
the  differences  affecting  the  single  elderly  and  the  married 
elderly. 

'The  combined  total  of  Old  Age  Security  (OAS),  Guaranteed  Income 
Supplement  (GIS),  Guaranteed  Annual  Income  Supplement  (GAINS), 
and  Ontario  tax  grant  payments  to  a  single  elderly  resident  of 
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Ontario  with  no  other  income  was  $6,870.50  in  1982.  This  amount 
is  23  per  cent  below  Statistics  Canada's  low-income  cut-off  level  of 
$8,914  for  a  single  person  living  in  a  metropolitan  area.  Combined 
total  payments  to  a  married  couple  with  no  other  income  amounted 
to  $12,543.70  in  1982,  or  7  per  cent  above  the  low-income  cut-off 
level  of  $11,761  for  a  two-person  household.  According  to  the 
most  recent  estimates  available  from  Statistics  Canada,  45  per  cent 
of  the  65-and-over  population  in  1980  was  unmarried.  Of  the 
single  elderly,  76  per  cent  were  women.  Of  unattached  senior 
citizens  living  alone,  61.5  per  cent  were  living  on  incomes  below 
the  low-income  cut-off,  compared  to  14.2  per  cent  of  those  senior 
citizens  living  with  others.' 

In  a  later  chapter,  Adil  Sayeed  analyses  the  current  arrangements 
for  tax-transfer  benefits  for  the  elderly.  He  concludes  that 
income  support  for  single  citizens  is  'clearly  inadequate  when  com¬ 

pared  to  the  assistance  granted  to  married  couples'.  Sayeed's 

calculations  reveal  our  present  system's  generosity  to  the  wealthy 
and  lead  to  proposals  that  would  shift  benefits  from  the  wealthy  to 
those  most  in  need.  For  example,  our  current  income  tax  system 
provides  special  old-age  exemptions  and  pension  deductions  which 
benefit  the  rich  much  more  than  the  poor.  These  could  be  eli¬ 
minated,  with  income  tax  so  generated  being  transferred  to  the 
poor.  Alternatively,  they  could  be  replaced  with  a  refundable, 
income- tested  tax  credit. 

Colleen  Hamilton,  a  Research  Associate,  and  John  Whalley,  a 
professor,  both  with  the  Department  of  Economics,  University  of 
Western  Ontario  discuss  proposals  to  reform  public  pensions.  In 
particular,  they  focus  on  the  proposals  of  the  federal  government's 
Green  Paper. 

Their  introduction  summarizes  their  criticisms  of  the  Green  Paper: 
that  in  the  public  pension  area,  it  focuses  exclusively  on  expan¬ 
sion  of  Canada  Pension  Plan  (CPP)  benefits,  ignoring  the  fact  that 
the  majority  of  public  sector  income  support  for  the  elderly  occurs 
primarily  through  Old  Age  Security  (OAS)  and  Guaranteed  Income 


3 


Supplement  (GIS),  not  the  CPP;  that  it  ignores  the  issue  of 
whether  such  support  programs  should  be  shifted  from  universal 
coverage  to  higher  payments  aimed  specifically  at  those  most  in 
need;  that  it  fails  to  examine  program  interaction,  through  which 
increases  in  the  CPP  may  be  offset  by  automatic  decreases  in  GIS 
and  provincial  income-supplement  programs;  that  it  does  not  ade¬ 
quately  consider  demographic  impacts  on  pensions,  particularly  the 
financial  difficulties  that  will  arise  due  to  the  shifts  in  the  popula¬ 
tion  age  structure;  that  it  does  not  examine  the  alternatives  be¬ 
tween  raising  contributions  or  reducing  benefits;  that  it  does  not 
discuss  the  constitutional  role  of  the  provinces  in  pension  reform; 
and  that  it  fails  to  consider  many  of  the  proposals  that  could  im¬ 
prove  pension  arrangements  in  Canada. 

Hamilton  and  Whalley  emphasize  that  'The  nature  of  the  political 
process  is  that  future  generations  will  have  to  consent  to  benefits 

paid  to  today's  workers  when  they  retire,  and  will  have  the  politi¬ 

cal  power  to  change  benefits  if  they  so  wish1 . 

They  note  that  shifts  in  the  population's  age  structure  will  in¬ 
evitably  result  in  intergenerational  transfers  through  which  some 
people  will  gain  while  others  lose.  They  comment  on  the  relation¬ 
ships  between  pension  arrangements  and  other  economic  factors, 
such  as  the  nation's  savings  rate,  the  willingness  of  people  to 
work,  and  the  age  at  which  people  decide  to  retire. 

t 

’A  furthur  issue  in  pension  reform  not  raised  in  the  Green  Paper, 
but  central  to  the  debate  on  social  security  in  the  U.S.,  is 
whether  we  should  think  about  raising  the  retirement  age.  Even  a 
small  change  in  the  retirement  age  above  65  would  have  substantial 
impacts  on  the  budget  situation,  both  for  the  CPP  and  for  OAS- 
GIS.  If  average  life  expectancy  conditional  on  reaching  age  20 
(entry  to  the  labour  force)  were  age  75  averaged  over  males  and 
females,  then  raising  the  qualifying  age  to  66  would  save  annually 
approximately  $1  billion  at  current  expenditure  levels;  and  to 
about  age  67,  $2  billion.  Such  a  change  could  sharply  reduce  the 
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pressures  on  contributions  and  taxes  from  any  future  funding 
crisis . ' 

Poverty  among  the  current  elderly  receives  special  attention,  and 
the  authors  examine  the  degree  to  which  the  elderly  rely  on 
various  income  sources,  including  pension  programs.  They  illus¬ 
trate  the  levels  of  income  support  payments  to  different  categories 
of  recipients.  This  information  is  then  compared  with  poverty-line 
estimates . 

Hamilton  and  Whalley  also  examine  population  projections  to  calcu¬ 
late  the  impact  of  probable  demographic  changes  on  public  pension 
funding.  They  consider  the  issues  of  special  concern  to  women. 
And  they  describe  provincial  rights  in  the  reform  process,  in¬ 
cluding  the  opportunity  to  borrow  from  the  national  CPP  fund. 

Finally,  Hamilton  and  Whalley  present  their  own  preferred  reforms. 
They  recommend  that  benefits  be  restructured  rather  than  ex¬ 
panded,  since  they  believe  that  current  benefit  levels  are  adequate 
and  that  the  problems  with  our  system  lie  in  specific,  easily 
defined  areas.  In  particular  they  favour  a  shift  of  Old  Age 

Security  (OAS)  from  our  universal  basis  to  a  new  income-tested 
basis .  They  point  out  that  this  would  allow  substantial  sums  of 
money  to  be  reallocated. 

'Unpublished  data  from  Statistics  Canada's  Survey  of  Consumer 
Finance  indicate  that  in  1981,  12.8  per  cent  of  OAS  payments  went 
to  families  with  incomes  greater  than  $30,000;  23.9  per  cent  went 
to  those  with  incomes  greater  than  $20,000;  and  49.8  per  cent 
went  to  families  with  incomes  in  excess  of  $11,000.  Total  ex¬ 
penditures  on  OAS  in  1981  were  $5.3  billion.  Thus  an  income  limit 
of  $30,000  would  have  saved  approximately  $0.6  billion  in  1981;  a 
limit  of  $20,000  approximately  $1.2  billion;  and  a  limit  of  $11,000 
approximately  $2.6  billion.  Even  the  $30,000  limit  would  more  than 
finance  the  Green  Paper  proposals  since  $0.5  billion  was  around  20 
to  25  per  cent  of  CPP  benefits  paid,  and  the  contribution  rate 
increases  projected  from  the  Green  Paper  proposals  are  con- 
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siderably  less  than  20  per  cent.  Thus,  as  a  method  of  allowing 
better  targeting  of  income  support  to  those  most  in  need,  this 
approach  has  a  lot  to  commend  it.  As  a  result  it  has  received  the 
endorsement  of  several  groups  examining  the  pension  reform  issue 
in  recent  years.’ 

They  conclude  that  a  much  wider  range  of  options  exists  for  Cana¬ 
dians  in  approaching  public  pension  reform  than  are  laid  out  in  the 
Green  Paper.  They  say  the  'big’  issues  in  public  pension  reform 
are  not  fully  dealt  with  in  the  Green  Paper.  They  believe  that 
both  the  importance  of  the  issues  and  their  key  role  in  Canadian 
economic  policy  will  preoccupy  policymakers  for  the  next  few  de¬ 
cades.  Rather  than  concluding  a  policy  debate,  the  Green  Paper 
may  well  prove  to  be  a  prelude  to  an  expanding  debate. 

James  Pesando,  a  professor,  Department  of  Economics,  University 
of  Toronto,  and  Research  Associate,  National  Bureau  of  Economic 
Research,  has  analysed  the  Green  Paper  proposals  for  the  re;  rm 
of  employer-sponsored  pension  plans.  He  begins  with  an  examina¬ 
tion  of  'the  two  major...  reasons  why  firms  provide  defined-benefit 
plans  for  their  employees. 

The  first  is  that  pensions  represent  a  tax-favoured  vehicle  for 
saving  ...  The  second...  is  that  these  plans  may  play  a  central 
role  in  incentive-oriented,  long-term  labour  contracts'.  Since 
labour  turnover  imposes  employer  costs,  firms  have  not  been  eager 

to  facilitate  pension  portability.  Furthermore,  if  earlier  vesting  is 
legislated,  then  firms  may  adopt  alternative  approaches  to  reduce 

labour  turnover  such  as  steeper  wage  grids,  and  they  may  reduce 

employer  investment  in  the  knowledge  and  skills  of  employees. 

Pesando  discusses  the  incidence  of  pension  costs,  noting  that  the 
worker  'bears  the  cost  of  improved  pension  benefits. . .  via  reduced 
current  wages  or  other  concessions  in  the  total  compensation  pack¬ 

age'  .  An  exception  occurs  when  legislated  improvements  are  made 
retroactive,  a  situation  which  he  describes  as  'bad  public  policy'. 
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He  notes  that  many  workers  perfer  not  to  participate  in  private 
plans.  He  emphasizes  that  many  reform  proposals  are  based  on  an 
'outright  paternalism'  which  believes  that  'if  left  to  their  own  dis¬ 
cretion,  workers  may  make  inappropriate  consumption-saving  deci¬ 
sions  and  thus  allocate  too  little  of  their  lifetime  earnings  to  pro¬ 
vide  for  their  consumption  needs  during  retirement'.  The  fact 
that  some  workers  lack  secure  pension  arrangements  is  not  neces¬ 
sarily  unfair  as  the  Green  Paper  suggests,  but  rather  may  reflect 
the  conscious  decisions  of  workers  to  opt  for  other  forms  of  com¬ 
pensation. 

A  major  portion  of  Pesando's  report  is  devoted  to  the  issue  of 
inflation  protection.  Here  he  reviews  academic  literature  and  then 
turns  to  a  technical  discussion  of  the  mechanics  for  instituting 
inflation  protection  through  various  'excess  earnings'  provisions. 
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